



























































¢X = ¦X¡1 +
¡1 X
=1
¡¢X¡ + ªD + " (1)
where X isan  £ 1 vectorof I(1) variables, ¢ isthe …rstdi¤erenceoperator, ¡ for
































tegrationrelations.If  =0 then ¦ = 0,andthevariablesarenotcointegrated.Ifthere
exists  cointegrationrelations, 0  ,itimpliesthat ¦ isrank-de…cientandcanbe
decomposedintotwomatrices, ® (£) and ¯ (£),suchthat ¦ = ®¯0 Equation(1)
canberewrittenas:
¢X = ®¯0X¡1 +
¡1 X
=1
¡¢X¡ + ªD + " (2)
wheretherowsof ¯ canbeinterpretedasthedistinctcointegratingvectors,i.e.thelong
runrelationshipsbetweenthevariablesin X.Thecoe¢cientsinthe ® matrixindicate
thespeedofadjustmenttowardthelongrunequilibrium.Finally,if  =  then ¦ isof
fullrank,andthevariablesin X arestationary,i.e. I(0)
Usingtheaboveframeworkwetestalsowhetherthereareanycausal ‡owsinthe




























Null Alternative LR -value
 =0 =6 220.75* 0.001
 · 1  =6 143.34* 0.001
 · 2  =6 80.42 0.003
 · 3  =6 38.44 0.128
 · 4  =6 17.46 0.193








the ¯ matrix,asfavoredbyanLRtestispresentedinEquation(3)below.7 TheLRtest
is 2 distributedwith3dfwiththebootstrapped -valueof0.185.
7Othermodelspeci…cations,includingtheblockdiagonal  weretested,butrejectedusingtheasymp-
toticandthebootstrapped -values.
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Nullhypothesis: ln isweaklyexogenous ln isweaklyexogenous
LR -value LR -value
Latvia 34.88* 0.01 20.79* 0.02
Estonia 1.60 0.78 16.42 0.02
Lithuania 24.07* 0.001 12.80* 0.06
*indicatesrejectionofthenullhypothesisat5%level.
Forthelongrunrelationship,theestimationresultsyieldnegativeparameterestimates
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Response of ln(C) Lithuania to ln(Y) Estonia
Response to Nonfactorized One S.D. Innovations
Figure1:Impulseresponsestooneunitstandarddeviationshockineconomicgrowthin
Estonia.
4ConcludingRemarks
Previously,severalstudiesfoundthatthereisnostrongrelationshipbetween …nancial
developmentandeconomicgrowthforeconomiesintransitionduringtheearly1990s(e.g.,
BerglöfandBolton,2002;Dawson,2003).However,thisrelationshipcanvarydepending
onthelevelof …nancialdevelopmentinacountyorregion(e.g.,RiojaandValev,2004).
Duringtheseveralyearspriortothe …nancialcrisesof2007-2008,manyoftheCentral
7andEasternEuropean(CEE)countries,includingtheBalticcountries,experienceda
periodofhigheconomicgrowthandarapidexpansionofcreditfacilitatedprimarilyby
foreign-ownedbanks.ConsideringtheeconomicdevelopmentintheBalticcountriesduring
1995-2008,we …ndsupportfortheviewthatthebankingsectordevelopmentcancause
economicgrowthinthelongrun(cf.KenourgiousandSamitas,2007;Caporale,etal.,
2009,forsimilarresultsforaselectionofCEEcountries).Thisisalsoconsistentwiththe
…ndingsofBoninetal.(2005),thatsuggestthatintransitioncountriesforeign-owned
banksprovidebetterserviceandaremorecost-e¢cientthanotherbanks,andhence,can
havealargerimpactofcapitalaccumulationorproductivityofcapital.
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